
I declare under penalty of perjury under the laws of the

United states of America that the foregoing is true and

correct. Executed on the ~th day of August, 1993.

4t~~
Director
Bell Atlantic Video Services

Company

- 10 -



4.

Table 1. Cable Subscribership Incrrase 1980-1992

Growth of cable 1980-19921

Year Subscribers TV Households
(Millions) Subscribin& to Cable

(Percent)

1980 17.7 22.6

1981 23.2 28.3

1982 29.3 35.0

1983 34.1 40.5

1984 37.3 43.7

1985 39.9 46.2

1986 42.2 48.1

1987 45.0 50.5

1988 48.6 53.8

1989 52.6 57.1

1990 54.9 59.0

1991 55.8 60.6

1992 57.2 61.5

1 NCTA, Cable Television Developments 2-A (June 1993)
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AFfIDAVlT OF RICHARD D. EMMERSON

Iptmdudkm

My DIIDe is Richard D. EmmenoD. I am President of INDETEC Ccxporation. My
business address is 341 La Amltista. Del Mar. CA. 92014. My academic CJualiflcations
include a PILD. in ecoDOIIIicl and I was a full time -.ber of the EcOllOlDlCI Department
at the University ofCaUfumia. San Dieao (UCSD) ftom 1971 throUJb 1979. I continue
to teaeboccasional c:ounea at VCSD and, until the_ of 1991. Iwu the DiIectoroftbe
Executive ProIfIIIl for SciIDd.. and~ at VCSD. I have .-vat as an cxpcn
witDeSl in antiwst, bu.... IDd other litiptioa iDwIviaa economic issues. I have
testified before many Public Service CommissioN 011 the subjects of access cltqes.
bypass, rate~ competition, prlcin.,~medladololies, and market structure.
I have worked in a similar Clp&City 1D several fomp countries as well.

I have been asked by the NYNEX TelephoDe CCJI1JIWIies IDd the Pacific Companies to
address specific economic iJSUel raised in the Federal Communication Commission's
Notice olProposed RulemMinl in MM Docket No. 93-215 dated Iuly 16, 1993.
Specifically, t will discuss the application of replatlX)' and reporting rules for cable TV
companies as they pertain to promotina economic efficiency.

Intrgdgdigp and S....a

In reJUlatinl cable TV companies, it is imponIDt far the Conmrission to promote the
CCODODIic efficiency usociateel with competition. Additionally, it is important for the
Commission to eacourap In optimal rate of development of new products and services
and the optimal rate of Idoptioa of new teeJmololia. Symmelrical reaulation of cable
TV companies and local CXC~carricrs is neccu.y to promote competition, -
economic efficiency, and the rate ofteehnCJloly loymeat and the development
of new products aDd services. sy "symmetrical reau1ali~' I mean that cable's provision
of cable entertainment servic:es should be tepIated ill the same manner as local exchanle
carriers' provision of telephone services. In plnicuJlr, wIIile I do not necessarily believe
that all the various accounliq. cost allocation, and afftliaee traDsaction rules that apply to
local telephone compIIlieI are necessary. as long u the Commission continues to apply
these rules. they should apply equally to cable as well. l The following guidelines would
promote these outcomes.

llbese rules become~ under a pure price-cap Iqime.
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• Cost repoadal and price and revenue za1rietioos should apply equally aDd
symmetrically to competing companies.

• Accountinl pnc1iceIsuch IS the reponinl of annual expenses. the rate base, IDd
return on auetslhould be performed in symmetrical and compuable terms using
COJDParable (if not ideDtical) chats of IICCOUDtS.

• Distortions which can be created throulh affiliate transactions and transfer pricing
should be prevented.

• OR should be 1IbD to avoid "market" prices which arc reflective of IDDIlOpOly
profits in the valuatioo of assets and the ulOCiated reporting ofexpenses.

• Cost allocauoa ruJa sbould be applied S)'IDIDItrically and identically to
competing firms in a manner that does not disUJrt the relative efficiencies of the
competinl finns.

• Rules should avoid encouralinl the ClQtion of unnecesSIIY and wasteful sunk
costs. Proper~ts of costs bued on the respective competitors' actual
resource utilization is required to eliminate incentives for inefficient expansion
utilizing monopoly profits.

• Proper safepards apinst cross-subsidizaUon, anticompetitive behavior, and
discriminatory behavior should be applied equitably and uniformly to all
competing providers of service.

ImMl1ancc o( Ec;cpmic EflJdcncy

An important 1011 ofthe FCC is to promote acombiDatioD of replation and competition
which leads to rateS raembling those ofa CtJIIfIJ«ItIN SYIl4m. It is widely recopized
that eff'eaive competition promotes the public intlnlt. Thus, boch competitive behavior
and its resultant, economic efficiency I arc critical 10 the l'efulatory treatment of cable TV
companies wishing to compete within the relecommunicanons market

Occasionally, ~ublic policy objecti~ and the lOll ofeconomic efficiency conflict.
Indeed, balancmg the various interests when such contUcts arise has been one of the most
difficult tasks of resuJation in our economy. Neotenheleu, certain minimum criteria
recan'.iDI economic ef&cieDcy have provided CODIU'IiDts within which public policy
obJectives are met. Amon.I these criteria are~g cross-subsidization, preventing
anti-competitive behaviar such as predatory priciaa, avoiding forms of discrimination
which are inconsistent with competitiveIY~ lind eocouraaiDl the development and
implementation of optimal technological changes and diverse new services.

One of the most important outcomes of aood replation and competitive markets is
productive efficiency. PIocIuctive efficiency meaDS daat the products and services
produced in our economy are produced with the l..t-c:olt combination of resoun:es.
This is the primary use of COlt in establishina price floon; the fum with the lowest cost of
producing a service win survive in the marketplIcc because it can price at a level which
precludes inefficient producers from the market wIaiJe austainiDg a profit (or positive
contribution). 'Ibus, a necellll)' condition for ecoeomic efficiency is that a ftrm avoid
cross-subsidizing a competitive service with services for which it has some monopoly
power. Ifa finn were allowed to price a competitive service below cost, more efticieat
producers may be precluded from producina the service. Thus, a minimum requirement
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of a JqU1atory repme is to prevent firms from exercisin. potential monopoly power to
cross-sublidize competitive services.

Dc Q....I B'g c( Pntlgpnwt lid DiycniQ qf Nn PrgIudl

Asymmetricalrel\l1atOlY rules applied to cable TV companies and local exchanle
compaDies may 1UncIer the opdmal rate of teeblJOloPcll proaress and the optimal
diversity Of services offered. Competitive firms ..to iDcrcue profits in economically
efficient ways. For example, iDcIeased profits caD be obcaiDed by reducinl costs;
competitive firms operadnJ under a profit motive will dlerefore strive to achieve
productive efficiency. Competitive fums also seek 10 increase profits by findinJ
opportunities to acquire~es at market price. l1li coavert thole resources mto more
vlluable fonns u rdlected by consumer prices in excea of the cost of the resources
consumed. 1bat is, the competitive procell traDsfcxml raw resources into more valuable
finished assets wherever such opportunities can be fOUDd. This iDcentive leads to a
peniltent search for DeW ways to fulfill customers' JadI and satisfy their desma.
Technololical advancement and product diversity is thus the result of constantly seeking
lower costs and more efficient ways to do business, and constantly seeking new products
and services of social value.

Reculatory rules which distort either the price obcIiDable for new services in the
marketplace or the cost of providina the new savica will result in suboptimal
teehnofoJical chanp IDCl product divenity. To the extent that restrictive relulatory rules
are desirable (perhaps for social policy reasons) and resulting distortions are unavoidable,
it is~t that the rules arc applied consistently and symmetrically to all competing
panies m order to leave their relative costs and profit opportunities undismrbed.

Un..." Inmbncpt and Spot CQII

A particular risk in applyin. asymmetrical replatory rules to cable TV companies is the
creation of unnecessary IDd wasteful sunk COlts. For cxlmple, symmetrical cost
allocation rules can ensure that captive cable raeepayers do not finance cable consauction
of excess capacity for the provision of telephone service.

COlt Allocation Ryles

The reported costs of competin. services provided by bodl1oca1 exchanp companies and
cable TV companies mull be bUed on the actual fttIOIECS consumed and the actual
teehnologies used by the mpective competitors. Bconomic efficiency is defined and
measured with respect to the value of resources consumed; this fact should be reflected in
the reporting of costs.

The Commission should employ economically sound costin. principles which are
consistent with competition and economic efficiency in aJUlatinl both telephone
companies and cable TV companies. I have Ion.1dvocaIed the principles of cost
causation aod the mullin, incremental cost informatica u superior to accountiDa cost
allocations for this purpose. In baIancin, public policy objectives apinst economic
efficiency, the FCC has.. fit to allow certain COIllCCOUfttiDl pnctices to evolve into
forms which aecommodate the evolution ofcompetition itself. As this practice proceeds,
it is critical that symmetric and equal rules be appliecf and cOIIC"'''''''y adjusted for both
telephone companies and cable companies so that the most efficient communications
markets develop.
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To me extent that COllI odIer IbaD those ulOCill8d with i8cremcDtIl raources consumed
lie -.Joyed in repJaIDIy lIIepards 10~~j7ldon, the l1IocIIion rules
pertliniDI tC) tbeIe COI1II1RJ1t not diItuIb the....ofdie rdt.IIiw efficiencies of the
competinl ftrms. Par ...... ifone finn CID prcMdIa teJecommunicationa service by
coal1JlDi.Dlalower value at"raources than I second firm can, the COlt allocllionrules
must DOC force the IlION efIlcient finn 10 charJe the biIhtrprice. nil outcome can only
be accomplished by Ipplyiac ClJd'ully CODIInICred COlt allocation rules in an identical
lDIDfter to 1xJtb firms. ThiI requirement is not ooly IIICCIIar)' for ecooomic efficiency
and the optimal cIevelopI.-t of both cable TV and IIeIephone 1DIl'kets, but is also
necessary for fair and nOlldiscriminltory treatment of the competing parties.

tkmVtig P'XtIra

To avoid distonin. the development of COIq)Ctitioa bItwIIn cable TV aad telepboDe
companies. symmeIric accountin, rules must apply. ne monitDrin. of cable TV
companies witb respect to COlt allocation, ICCOUIldac.1Dd affiliate transaction practices
nq~s, at a miDimum, a chut of accounts which is of the same form and content u that
applyin. to telephone companies.

Accounting practices can distort the reported COltS of CCIIIpetin. finnI in a manner which
is incompatible with competitive prices and economic efftciency. For example, if
competiaJ firms employ similar facilities to~ similar services but~
depreciation accordin. to dift'crut deprccianon liva or rules, equally effiacnt firms will
not be reporting equal costs. It is imponant. thezd'on, that like facilities which provide
competing services in a similar manner be subject to the same accountin. practices.

Distordons can also result from accounting prlCticea in the recordin. of transfer prices.
A weD known problem in transfer pricing, for example, is the avoidance of taxes by
transferring products and .-vices from low tax jurildictions to bigh tax jurisdictions at
inflated prices (prices in excess of market prices). This iDcreues the deductible expenses
in biJb tax jurisdictions and c:orrespondinpy increua the profits shown in low tax
jurisdictions. Similar Iccouotin. practices can be used by a competitive firm in order to
undcntate its cost of competitive services while ov....tin. the cost ofmonopoly
services. Symmetric and equitable rules of accountiD, should pertain to any ttaIlsfer
pricin. which is undertaken by cable 1V companies and local exchange companies in
their competing markets.

A third potential area in which accountin. practices call work contnry to competitive
prices and economic eftlciencf is in the valuaeion of complDy USC1l. If I company has
market power in any of its VInOUS markets or IUbawbts, the monopoly profits are often
included in the calculatioD of an acquisition price (poIlibly ",conied as a markt value).
Ifa company or its aue1l ue purchased at a price which n:copizes such monopoly rents,
its overall level of accouadn. pmfits and its reported conaibutions from individual
products and services may appear to be normaf when, in flet, they are excessive. A
common solution to this problem in the reJUlaJory environment is to require the reportin.
of assets at original cost In any case, the compeIin. entities should be required to enpge
in consistent and non-distortive accounting practices.

AfIIlj.tc Tnn.diM B",

Prices usociated with transactions between aftilia&a can result in the same potential
distortions as those due 10 uain, ttansfer prices which .. not mlective ofmarket prices
or the cost of actual relOUl'Cel transfcm=d. In paniculIr, aftiliare transactions sometimes
involve the transfer of products and services which are not traded in competitive markets
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aDd, merefcn, have IIDbipous mubt values. fa ...."011 where chin is no competitive
IDMbt price to provide a point~ refereac:e, die QwnIqion hal rul. in place fer the
18JepboDe C'Ol11J*lieIto tIIIbIiIh a traDIfer price, ...... rule. shouIcI be consistently
BDd~y .applied to competiD& flnDl. If1fBJiat81r1D11Ction rules are not
symIDetrica1ly applied, the more efficient rum may be put at a c~titive disadvantage.

For example, if a cable TV firm were to buy~.- frcm an affilia&ed company at an
artificially-inflated price. mel were the "coat' of the cable TV company to be reponed
baed OIl the affiliate traaIICUOIl, the excess profiU ..,inecJ fiom the exercise of
monopoly power in the cable TV market Would be _Ibct. The cable TV company,
UDder these circulDStll'Cll, could repcrt scem;nJly Maomw1" profits but use those profits
to price its competitive telephone .-vices at a level below cost. ThiI may allow the cable
TV company to underprice Ihc local exchanp COIIlfIIIly (which may be the more efficient
provider of the telephone service). This form of CI'OII-lUbiidization is contrary to both
traditional regulation and economic efficiency. absent some form of overriding public
policy considerations such u universal service.

DilGrlmlpltoa IDd , ..qnpetltivc BcMyior

Anticompetitive and discriminatory practices are paerally inconsisaent with competitive
prices and profits. Laws penaininc to both anticompetitive and diIcriminatory behavior
of fums do currently exist. It is important, theref'an, dlat the Commission not provide
incentives contrary to the. laws. The application of uymmetrical replatory rules to
cable TV companies vis-l-vis their competitors would provide uymmetrical iDcentives
for the competinll firms to behave in the marbtp1lce. This provides "room" (excess

fits) for discriminatory aad anticompetitive~mnoviD. the disciplinary
f:cuon of competition. 'Ibc Commission should y not interfere with voluntary
selection of technoloaies and means of production, me voluntary selection of prices in the
marketplace. and the useful incentives contained in the profit motive. The one exception
to this rule is the applica1ion ofmcuJatory restrictiou wbeJe there ia a clear potential for
one or another firm to exercise rmoopoly power. 'I1le exercise of monopoly power
should be controlled and contained by the application of antitrust laws and regulatory
oversight.

Cons;I""on

The Commission should encourale economic efficiency, the optimal development of new
services. and deployment of new teehnolopa. To JIIOIDC* tbeIe Coals, it is critical that
cable TV companies be rquIated COIlSisteDtly and SJIIIIDICrically with their local
telephone company competitors. As a result, to the extent the Commission continues to
apply accountin., cost aIlOClliOll, and affiliate transaction rules to telephone companies, it
should apply symmetrical rules to both induS1ries.



I deelue under penalty of perjury that the fore.oin, is true and COI'l'eCt.

8xocuwl on Auauu 24. 1993

QJo.~
Richard D. Bmmerson
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